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Executive Summary

Over the past twelve months Tenet Healthcare has faced a stock price that plummeted from $50 a share to less than $10; a complete change in upper management; multiple lawsuits for malpractice and overcharging hospital fees; and a 10% decline in growth.  It has definitely been a year to forget.  Since the dismissal of Jeffrey C. Barbakow and the entrance of Trevor Fetter as CEO, the stock price has stabilized and investor trust has grown in the company.  Fetter has cut company spending by $100 million, and aligned the company’s fiscal year with others in the Healthcare industry.  Tenet has also sold eleven hospitals, and many non-core assets, in the hope of streamlining the company to its core business of providing healthcare.

Tenet Healthcare needs to restructure itself by starting subsidiary companies and turning itself into a holding company.  This will allow the company to protect its hospitals against lawsuits and increase customer service through regional companies.  The action of recreating itself into a holding company will allow Tenet to concentrate on maximizing shareholder wealth, and not focusing on possible bankruptcy.  

In addition, implementing an EVA system will enable Tenet to more accurately estimate their earnings.  By coupling an EVA system with an EVA employment incentive program, Tenet’s managerial efforts will be more aligned towards creating total company wealth.  The implementation of an EVA system will aid Tenet in regaining the necessary investor confidence needed for the future financial stability of Tenet Healthcare. 

Tenet Healthcare must implement strategies to ensure long term success and survival in the healthcare industry.

Recommendations
Creation of Holding Company

  In light of Tenet’s declining financial situation, and a large amount of serious lawsuits, it is our recommendation that Tenet Healthcare relinquishes itself as an operating company and creates itself into a holding company over smaller subsidiaries.  By doing this, Tenet can guard most of its hospitals against legal trouble, and can better position itself to stay alive during the hard times that they are facing.  

The process would start by Tenet creating subsidiary companies and having those companies issue stock in each of their Articles of Incorporation.  These stocks will not be issued to anyone except for Tenet Healthcare’s holding company.  In exchange for the stock that Tenet receives from each subsidiary, it will transfer assets such as building, medical equipment, and machinery to each subsidiary
.  This way, the stockholders never have to sell their stock; they just replace their existing stock in the operating company with stock in Tenet’s holding company.  In the same way, bondholders and creditors are paid in time, but their debt is being paid from the profits that the holding company creates through its subsidiaries.  The best way would be to create the subsidiary companies by geographic region, since Tenet is spread over fourteen states nationwide and one hospital internationally.  The hospital located in Barcelona, Spain should be sold in order to streamline itself to a strictly domestic company.  Tenet could then protect the smaller companies from any legal implication that may have existed in the operating company of Tenet Healthcare.  The only place where this does not hold true is in California where the litigation currently stands.  The California subsidiary would have to stay intact under Tenet Healthcare, but can divide into subsidiaries of Northern and Southern California.  This is due to prior problems that only these California based hospitals are facing such as ongoing litigation and malpractice suits.

The benefits of creating the holding company and the subsidiaries underneath it are broad.  Most importantly, this action would allow Tenet to safely protect most of its current assets from any legal trouble, and could regain focus on a regional level of providing healthcare.  In a holding company setting, subsidiaries are legally protected from other companies under the umbrella.  This means that if one company were to be sued, the plaintiff and courts cannot take any action against another subsidiary and can only take limited action against the parent holding company.  Another important benefit to Tenet is that they can look at each group of hospitals and how those hospitals perform.  Fewer numbers will be “lost” in the books, which should mean that each subsidiary will run at a higher level of fiscal performance.

In the creation of the subsidiaries, there would be certain sunk costs.  These costs include the setting up of the limited liability corporations (LLC) that would create the subsidiary companies under Tenet’s Holding umbrella.  Other costs would be the legal fees in setting up the companies, setting up new management for each individual company, and the costs of employing people for paperwork purposes to make the transition run smoothly.  Even though these costs seem large, when they are compared to the cost of losing a multi-billion dollar healthcare provider, they begin to look small.  

There are certain problem’s that can occur from transitioning an operating company to a holding company.  Perhaps the most noticeable is the debt transfer.  Any debt on existing assets transfers to the subsidiary when the stock-asset exchange takes place.  This means that a fairly new company has to deal with the debt from its prior controller.  Another issue that could be faced is that the stockholders would object, however, in Tenet’s Articles of Incorporation
, stockholders only have the right to vote for mergers and sales of all core assets.  Since this is not a sale, this should resolve any potential conflict between the stockholders and the managers on this issue.  The final problem that could face Tenet in this situation is that due to the litigation, the California subsidiaries could go bankrupt.  While this will not affect the other subsidiaries, it could take a dramatic blow on the value of Tenet and its shareholders since a large portion of Tenet hospitals are located in the state of California.  Yet, if Tenet were to stay under the operating firm layout, the failure of the California hospitals would most likely bankrupt the company.  We feel that it is a better plan to salvage some parts, rather than lose the company as a whole.  

The most important reason why we feel this recommendation is solid is that it protects the company against losing most of its assets and turning to bankruptcy.  This recommendation also goes along with current trends in upper management of Tenet, since they have been selling off non-core assets to buyers and streamlining the business to just providing healthcare.  Moreover, this recommendation allows for expansion of Tenet in the future, when profits are higher, and more projects can be undertaken.  It also allows Tenet to consider non-core projects (Outside the Healthcare Industry) if they so desire in the long term.  For the short term it allows Tenet to deal with legal trouble, while not focusing on preventing bankruptcy, and still working on creating value and wealth for shareholders.

This recommendation will accomplish many things for Tenet Healthcare, for both the long term and the short term.  It protects hospitals that are not in legal trouble, and still enables managers to create wealth and not focus on only avoiding bankruptcy.  This plan also allows for the determent of stockholder-manager conflict and the promotion of more personal service through its geographically planned subsidiaries.

Economic Value Added
In order for Tenet Healthcare to regain its financial stability and remain at the top of the health care industry, the company must regain trust from its investors.  Investor assurance may be achieved by using an earnings approach that deviates away from accounting net income and closer to economic profit.  This proposed measurement of economic profit is referred to as economic value added.  As defined, economic value added “…measures a corporation’s true economic profit. The objective of EVA is to understand which business units best leverage their assets to generate returns and maximize shareholder value” (Dand).  EVA recognizes that security holders expect a return on their investment in the corporation through a cost of capital charge based on the investors expected rate of return. 

 As of September 30, 2003, nine months into Tenet’s fiscal year end, their net income was reported at a dismal -308 million dollars.  After the application of the basic EVA earnings approach, Tenet’s adjusted net income is measured at –371 million dollars.  As apparent through the comparison of Tenet’s reported traditional accounting net income to EVA, Tenet financial welfare is in much further jeopardy.  A crucial action Tenet should embark on is an immediate implementation of an EVA system to report earnings to the public.  By including a cost of capital charge to the company’s security holders, EVA better aligns a company’s value with their cash position by shifting away from accrual accounting and towards a more cash basis approach.  As explained, “Revenues are recognized when the earnings process is complete and expenses are matched to revenues rather than being recognized when paid” (Rich).  The true value of an EVA system may be appreciated by observing the current statistical information on the financial status of companies with an implemented EVA system versus companies using only traditional accounting net income.  As a result of a study of 67 EVA adapted publicly owned companies, Stern Stewart and Co. reports, “On average, the EVA companies outperform their peers by 8.9 percentage points in the fourth year and 7.1 percentage points in the fifth year” (Stewart).
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 Stern Stewart and Co. also reports, “The price of Federal’s Mogul’s stock rose nearly 4 percent on May 22, 1997 when it announced it was adopting EVA, and the stock of Best Buy jumped 10 percent when it made similar announcements on November 18,1998” (Stewart). 

As a part of yearly salaries, top executives at Tenet are granted stock options on a nonperformance basis.  By granting executives these stock options, Tenet is indirectly focusing management efforts toward increasing the company’s earnings-per-share.  Narrowly focusing management’s minds on E.P.S. can lead to great financial distress in the long run by forcing decisions that are aimed at increasing E.P.S and not for the total value of the company.  Aligning management’s efforts to increase E.P.S. can have a negative broad range effect on capital structure, as found with Enron demise:


EPS also gives the managers a reason to gamble with capital structures.  To avoid share dilution and keep EPS on Track, Enron CFO Andrew Fastow refrained from raising desperately needed common stock.  Instead, he piled on Debt and risked the fortune of rank-and-file workers and millions of shareholders on an ill-advised, bet the ranch financial strategy.

As mentioned, by increasing the amount of debt in the capital structure of a company, the company is avoiding diluting the value of the outstanding shares, and in turn, reducing the probability of shareholders having claim on any residual earnings.  This increase in leverage in a company’s capital structure may lead to financial distress, causing potential conflict between the company’s stockholders and bondholders. “The greater the financial distress the greater the incentive for shareholders to steal from the bondholders, in turn, the bondholders respond by increasing the cost of debt to the shareholders” (Rich).  


In response to the ill effects and potential financial disaster of giving stock options as a portion of compensation, Tenet should consider implementing an EVA bonus system.  An EVA bonus system motivates employees to make decisions and embark on projects that will add to the overall value of firm and provide adequate returns to the corporation’s security holders.  Stern Stewart, an advocate for an EVA bonus system testifies, “Bonus plans can be far more concrete, understandable, and actionable than stock ownership” (Stewart).  When coupled with a company’s current EVA system, EVA compensation adds even more value to a company.  The Stern Stewart Company statistically reports on companies that have enacted an EVA bonus system along with their existing EVA system. “Those firms earned a 64.5% total return since the market peak and beat the S&P 500 by 91.3% whereas companies that used EVA only for performance measurement earned a 20.2% return and beat the market by 53.5%” (Stewart).
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Another positive aspect of an EVA bonus is the system motivates management to make positive long term decisions for the company.  An EVA bonus ensures long term planning by the presence of an EVA bonus bank.  The financial benefits of management’s decisions are placed in a holding account that annually pays out one third of the total amount in the bank.  Also, decisions that decrease the EVA of the company decrease the bonus bank.  The limited amount of annual pay-out and the negative offsetting ability of the bonus bank system forces management to make long term value added decisions for the company.

The risk associated with an EVA implementation would include the cost of training accountants on reporting this alternate method of income.  Another cost to consider would be informing middle and lower level managers on the how to maximize EVA in their managerial decisions.  These costs mentioned above would be even greater if Tenet decided to contract the conversion out to a consultant firm.

By using EVA, Tenet Healthcare can report earnings after considering the true cost of contributed capital adjusted by an expected rate of return by their security holders.  In conclusion, an EVA system would help Tenet regain investor trust.

Appendix A

Overview of Tenet Healthcare


Tenet Healthcare, based in Santa Barbara, CA, owns and operates healthcare facilities across sixteen states.  Along with its numerous subsidiaries, Tenet owns or operates 105 acute care hospitals and employs over 109,000 people across the United States and Spain.  Tenet admits approximately one million patients and accommodates over nine million outpatient visits annually.


Tenet is the nation’s second-largest, investor-owned, for-profit healthcare provider.  However, due to alleged irregularities in Medicare billing, performing unnecessary, invasive heart procedures, especially in Modesto, CA, and doctors violating anti-kickback laws, Tenet is experiencing extreme financial difficulties, such as annual earnings diluted by 10%.  This past quarter, Tenet posted a loss of $308 million, reflected in a stock depreciation of 12%.  In addition, Tenet’s growth this past quarter was -10.96%, compared to the industry average of +12.66%.  HCA is currently Tenet’s top competitor, and some evidence suggests that Quest may have surpassed Tenet as the number two for-profit healthcare provider in the United States.  


To help offset these difficulties, Tenet has already replaced much of its senior management, spearheaded by Trevor Fetter, President and CEO.  Although this move was somewhat criticized by some investors since Fetter worked alongside ousted CEO Jeffrey C. Barbakow, Tenet’s stock prices have seemed to stabilize, reflecting a general approval of Fetter’s appointment.  Fetter has announced he will change Tenet’s fiscal year to coincide with the traditional calendar year, a move which will align Tenet more closely with its competitors in the healthcare industry.  In addition, Tenet has announced plans for $100 million in cutbacks annually to reduce operating costs.  Tenet plans to divest fourteen hospital groups, including all in Arkansas and Missouri; to date, Tenet has divested eleven.  Unfortunately, plans for further expansion in California and Florida may be stalled by Tenet’s attempts to financially settle its legal dilemmas out of court; analysts predict Tenet will have to pay out more to the federal government than originally anticipated.


Despite its attempts, Tenet is still losing money at an alarming rate, highly due to bad debts.  Unfortunately, Tenet’s attempts to settle the unnecessary, invasive heart procedures lawsuit seem to indicate that Tenet will have to pay out even more money than originally anticipated, leaving investors even more wary of Tenet’s financial future.

Appendix B

Tenets EVA Analysis For 2003

1. Cost of Capital

A.  Cost of Equity =9.71%= 4.91 + .8(6)


1. Beta = .8

· First Value Line Investment Survey 2002, Jones Library Reserve


2. Yield to Maturity on a 20 yr. Treasury note = 4.91%

· YTM on a 20 year constant maturity at 12/30/02

B.  Cost of Debt = 5.11% = (2381/6253)(1.41) + (3872/6253)(7.38)


1. Rate on Short-Term debt = 1.41%

· YTM on 1 year constant maturity at 12/30/02

2. Rate on Long-Term debt = 7.38%

· Baa Moody’s seasoned corporate bonds at 12/30/02

3. Total Debt = 2381 + 3872 = 6253

4. After Tax Cost of Debt = 3.32% = 5.11(1-.35)

C. Weights


1. Market Value of Equity= 962.2796*16.40= 15,781.39



Minority Interest= 19



Total Equity = 15781.39 + 19 = 15,800.39


2. Total Value of Debt + Equity = 6235 + 15800.39 = 22,053.39


3. Weight of Equity = (15,800.39/22,053.39) = .7164


4. Weight of Debt = (6253/22,053.39) = .2835

D. Basic EVA

A. Nopat = NI + Int. Exp = -308 + 74 = -234

B.  Capital = Assets – NIBCL’s = 13,780 – (2381 – 47) = 2334


2334 * .0587 = 137

EVA = -234 -137 = -371
MVA = 22,053.39 – 2334 = 19,719.39

* Rate used on the after-tax cost of debt adjusted to reflect a 9 month period

* Numbers based on a 9 month period from Dec. 31, 2002 to Sep. 30, 2003

* Capital numbers from year ended Dec 31, 2002
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� See Appendix C.


� Tenet Healthcare, Articles of Incorporation, Section IX.


� All information for Appendix A gathered from � HYPERLINK "http://www.tenet.com" ��www.tenethealth.com� and WSJ Online.
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